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Abstract The global ﬁnancial crisis of 2007–2008 highlighted the need to re-evaluate several
well established tenets in the world of ﬁnance. Questions have been raised the world over about
the existing paradigm, leading to an acceptance that new ﬁnancial architecture needed to be
evolved and that new models need to emerge, keeping in mind the multiplicity of socio-
economic realities that exist round the globe. In this context, the imperative for a new ﬁnan-
cial architecture in India is quite evident, and the ensuing panel discussion throws up some India-
speciﬁc issues that need to be explored by the various stakeholders involved in this attempt.
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Perspective note to round table
The global ﬁnancial crisis of 2007–2008 has questionedmany of
the beliefs held very strongly in the world of ﬁnance, in par-
ticular about the way the whole systemwas developed and sus-
tained. The collapse of most of the large ﬁnancial institutions
in the capitalist capital of the world, the United States of
America, and the subsequent requirement of huge governmen-
tal support in bailing out these institutions to preserve the sta-
bility of the social structure have led to regulators (both national
and international), policy makers, researchers as well as prac-
titioners questioning the verymodel onwhich they had built their
reputation, leading to an understanding of the requirement for
a new ﬁnancial architecture to be followed, going forward.
We are now at the point where the need for the new ﬁ-
nancial architecture has been more or less universally ac-
cepted, but the exact form of the same is yet to be understood
and accepted. In fact, it is highly probable that there will be
not just one model but multiple models depending on the un-
derlying social fabric and requirements, and hopefully all of
the models will coexist.
The ﬁnancial architecture that has been in use was con-
ceived in the wake of the Great Depression of 1929 and was
designed to address the issues arising out the economic con-
ditions at that point. Over the last 70 odd years, the eco-
nomic conditions around the globe have signiﬁcantly changed.
The Second World War and the development assistance plans
that were put in place post the war by the developed nations
meant that there was an abundance of capital to rebuild the
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world. This also meant that a lot of the regulators’ frame-
works put in place in the immediate aftermath of the Great
Depression were slowly but steadily dismantled; so much so
that by the 1990s the entire ﬁnancial markets globally (par-
ticularly the developed world) were subject to very little
regulation.
On the other hand, ﬁnancial markets in countries like India
and China were still signiﬁcantly controlled by the regula-
tors, and in some cases by the governments themselves. In
the good years, through until about 2006–2007, this meant
that the perceived beneﬁt of deregulation that most of the
developed markets saw did not really percolate to these
markets and hence these markets had a persistent demand
for larger levels of deregulation. This has been coupled with
the need for relatively high growth rates that these coun-
tries would require to sustain their economies—a growth rate
of 8%–9% going forward for a number of years. One of the
obvious fallouts of these kinds of needs would be the fact that
the standard ﬁnancial architecture that existed would not be
able to sustain this level of growth—in fact no one segment
of the ﬁnancial sector will be able to sustain the growth re-
quired; hence the possible need for an integrated new ﬁ-
nancial order or architecture integrating the banking sector,
the mutual funds, and the non-banking ﬁnance sector. Another
sector that probably would need to be formally included in
this new order would be the organisations that collate and
provide all the relevant ﬁnancial information—as, going
forward, information will be the key driver and more so in
the ﬁnancial sector.
While the new ﬁnancial architecture needs to be devel-
oped, each segment of the ﬁnance industry will be im-
pacted. The banking segment will probably the most impacted
as it is the largest contributor to the ﬁnancial sector. The need
for ﬁnancial inclusion in the country, the push for the same
from the government, as well as the additional responsibili-
ties and requirements thrust on them on account of the various
regulatory mechanisms, for example the Basel guidelines, will
deﬁnitely make banking a whole new ball game when com-
pared to the banking sector that we now know of. Imple-
mentation of and adherence to such requirements would also
require signiﬁcant amount of trained human capital and thus
trained human capital would also form a pillar in the new ﬁ-
nancial architecture that is in the process of being developed.
The other major sector that probably has never got the at-
tention due to it is the micro small and medium enterprises
(MSME). It seems clear that these MSMEs are going to be the
major drivers of growth in the future and hence the entire ﬁ-
nancial structure would have to give importance and promi-
nence to the capital and fund requirements for such enterprises;
this is particularly relevant given that the current share of the
non-corporates in the Indian GDP is about 52% and is ex-
pected to grow in the coming years. The ﬁnancial support needs
to come from the formal banking sector as well as the non-
formal sector represented by the non-banking ﬁnancial com-
panies (NBFCs). Interestingly NBFCs can also play a signiﬁcant
part in the ﬁnancial inclusion of all citizens. In a sense, it is now
clear that going forward, NBFCs will play an even larger role
than it plays currently and such organisations will have to be
given a place at the high table of ﬁnance on equal terms.
The other pillar of the new ﬁnancial architecture will be
the mutual fund industry. Globally it is already a very im-
portant player contributing around 36% of the global GDP. This
number is only expected to increase with increased life ex-
pectancy and therefore an increase in the superannuated
population leading to larger savings during the working life.
On the contrary mutual funds contribute only about 7% to the
Indian GDP; but as life expectancy increases, the retired popu-
lation also increases, and thus the need for increased savings
will become very important, and the mutual funds will be one
of the prime vehicles of this investment going forward. The
main driver that will lead to a successful increase in the in-
creased investments in mutual funds will be improved and ef-
fective regulation of the capital markets, thereby increasing
the conﬁdence of the common investor in capital market prod-
ucts and, as a consequence, the mutual funds.
The ﬁnal pillar of this new ﬁnancial architecture has to
be information—information on all counts but in particular
channelised towards risk management and risk mitigation.
The same is being highlighted by all regulators—Basel guide-
lines by the Bank of International Settlements (BIS) is a classic
case in point. The importance is also growing as better and
more efﬁcient analytics tools are available today for users
and regulators alike to carry out detailed predictive analy-
sis and hence try and pre-empt adverse market moves. Even
if the success of pre-emptive market moves may be ques-
tioned, the ability of these data based strategies will give
all the stakeholders of the ﬁnancial system a better chance
to have more efﬁcient and robust risk management systems—
not that they will be successful all the time but the success
rate will deﬁnitely improve signiﬁcantly from the current times
and thus improve the efﬁciency of the entire ﬁnancial sector.
In this context, the imperative for a new ﬁnancial archi-
tecture in India is evident. The following panel discussion
brings forth some of the issues that would need to be iden-
tiﬁed, particularly in the Indian case, as the regulators and
the policy makers in conjunction with market participants go
about building a new architecture.
India emerging: New ﬁnancial
architecture—panel discussion1
Chair: R. Vaidyanathan
Professor, Finance & Control, Indian Institute of Manage-
ment Bangalore
Panellists:
T. Keshav Kumar, Chief General Manager, Commercial
Banking, State Bank of Mysore
Imtaiyazur Rahman, Chief Financial Ofﬁcer, UTI Mutual
Fund
Sriram Ramnarayan, Country Head, Financial Markets,
Thomson Reuters
G. S. Sundararajan, Group Director, Shriram Group.
1 The panel discussion was part of the 4th India Finance Confer-
ence 2014, December 17–19, 2014. This part of the article carries
edited excerpts of the presentations made at the panel discussion.
The views expressed by the panellists are personal and academic in
nature and not necessarily the views of their organisations. The pre-
sentations of the panellists were made in an academic context in an
academic institution. The data and statistics are as quoted by the
panellists in their presentations.
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R. Vaidyanathan
A new ﬁnancial architecture is emerging in India. We are
talking about 8–9% growth in the future. What are the chal-
lenges faced by the ﬁnancial architects? What types of changes
are required? To discuss these issues, we have experts from
distinct areas—banking, mutual funds, non-bank ﬁnance, and
risk management. We will have a short presentation from each
of them pertaining to their domain, and then open up the dis-
cussion to the audience.
We have with us Keshav Kumar, Chief General Manager,
State Bank of Mysore, from the area of Commercial Banking.
He has been with State Bank of India (SBI) Project Finance,
Mumbai, and was DGM Credit, at State Bank of Travancore,
Kozhikode.
We have with us G. S. Sundararajan, Group Director of
Shriram Group, the largest non-banking ﬁnance group in the
country. He is the MD of Shriram Capital, the holding company
of the group. The company is in the insurance business and
ﬁnancial services, both in India and abroad. As a group di-
rector, he is in-charge of subsidiaries, providing oversight in
critical areas, primarily in strategic growth opportunities for
the country.
We have with us Imtaiyazur Rahman, Chief Financial
Ofﬁcer, UTI. He also supports the global operation of the
company and the private equity division of UTI. He has 27 years
of experience in management and business leadership. He has
been with UTI since 1988. He has served on the board of Invest
India Micro Pension, collective investment as well as pension.
The ﬁnal panellist is Sriram Ramnarayan, Financial Risk Di-
vision, Country Head, Thomson Reuters. He has been working
in the ﬁnance sector for 18 years. Currently, he is the Mumbai
Location Head at Thomson Reuters.
I invite Mr Keshav Kumar to speak ﬁrst.
Keshav Kumar: Banks and the new ﬁnancial
architecture
The ﬁnancial sector in India consists of commercial banks—
private and public sector, foreign banks, all India ﬁnancial
institutions, and the non-banking ﬁnance companies (NBFCs).
I will focus on banking and the changes required, the issues
to be resolved in the formulation of the new ﬁnancial
architecture.
Banking has undergone a huge amount of change with the
regulator playing his role in guiding the banks on the con-
cepts of BASEL-1, 2 and 3, particularly on the need to main-
tain higher capital. Capital is an important element in
strengthening the foundation of the bank and in building a
healthy banking system. We need to ensure that we have
enough capital to meet eventualities. This is an area that is
going to be of greater prominence in the banking system. We
cannot give loans just because there is an appetite for loans;
we need to link loans to the capital that is available. Given
that public sector banks are managed by the government with
more than 51% shareholding, the ability to raise money is one
of the main challenges. The government in its own way is
trying to bring down the holding levels but this will take time.
One of the structural changes that have to be made is for the
government to move out, and retain only a controlling in-
terest, leaving the professionals to run the show.
The next issue is streamlining the procedures and upgrad-
ing technology in banking. A lot of things have changed in Indian
banking. When we got into the banking system in 1984, we had
manual systems. As one among those who have gone through
the process, I deﬁnitely know that we have come a long way.
People with no experience in handling computers, who are re-
tiring soon, have beenmanaging systems successfully. Themajor
issue that banks face today, which will impact their efﬁciency
going forward, is that of human resources. Banks, at one point
of time, were able to attract the best of talent. It was the prime
area where employment was being generated. Joining the bank
as a probationary ofﬁcerwas not considered any less than joining
the Indian Administrative Service. The salary structure was also
similar at that point of time. But today, after the IT boom, the
best of talent has not come to banks. This is the sector that is
going to be very important for the economy. There has to be
a distinct look at what needs to be done to attract the best of
talent to banking, especially to the public sector. This is the
most important part of the whole ﬁnancial architecture that
we are talking about. The challenge will come to a head in the
next couple of years when the seniors in the bank retire—all
those who joined in the late 70s and early 80s—and there will
be a distinct gap in the middle and senior management levels.
The seniors will be replaced by ofﬁcers who have not had that
experience.We have to take this challenge seriously and address
it if we want banks to be the backbone of the industry and the
economy.
Coming to funding, we are talking about universal banking
today, which has its own beneﬁts and disbeneﬁts. We started
commercial banking from the short-term lending perspec-
tive of the industry and the all-India ﬁnancial institutions took
over the long-term funding of the industry. This created its
own problems. Financial institutions did not possess the re-
sources for asset liability management (ALM); they do not have
the assets to match their liabilities. Banks moved into term
lending and intra-lending. This has caused a major issue as
the ALMs do not match. Our liabilities are of short duration
whereas the assets needed to carry projects such as airport
projects or port projects which are of 10–15 year duration
or longer are different. Today, non-performing assets in the
banking industry are causing issues. The prime reason for this
is that we have not looked at economic length of the project
or what the project requires but at a random number of 10–
15 features based on ALMs.
We must have the ability to draw from long-term re-
sources. In all other economies, these activities are funded
by groups such as pension funds, Public Provident Fund (PPF),
and so on through which more long-term funding is avail-
able but in our country there are several investment and regu-
lation issues. Insurance companies only invest in AA or AAA
rated companies. So when projects come up, they are unable
to attract long-term funds and that is why they come to banks.
When they come to banks, based on their ALMs, we give them
loans for 10–15 years which impacts our proﬁts. This is because
such decisions are based on assumptions. A road project is
assessed on what the trafﬁc is going to be. These assump-
tions need not necessarily turn out to be true. You need a
mechanism where we can viably assess such projects and
change our goal posts. For that, you need ALMs on tenor-
wise basis.
Going forward we need to have banks for varied inter-
ests and varied causes. A start has been made by the Reserve
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Bank of India (RBI) with payment banks. A lot of disinterme-
diation is happening and this is a great challenge. There was
a time when banks were involved in various activities, now
they ﬁnd that they have to do clear credit activity. You need
to see if income comes from non-interest income. In the past
banks used to ﬂoat funds. Today that option is not available
in the banking sector. Going forward, we are going to have
a layered structure where we will have speciﬁc activities given
to different banks.
Next, we come to capital constraints and governmental
compliance and regulatory compliance that banks have to
meet. This is not a level playing ﬁeld. Public sector banks have
crucial social obligations. Public sector banks need to meet
their social obligations, and at the same time focus on prof-
itability as they are also accountable for their perfor-
mance. The banks have to divert 40% of their lending to the
priority sector. These are all social objectives. Unless there
is a level playing ﬁeld, you will not be able to judge which
banks are doing better.
Information technology (IT) is already a challenge and given
the stage that banks have reached, we are conﬁdent that the
best of IT would come into this sector and we would be able
to match the expectation of the customer. When it comes to
IT, the objective of the bank will be to take its cues from the
public depending upon their requirements.
Banking is in the cusp of change. It is a change which should
happen and will happen. Going forward, we will witness
various sets of banking improvements. The banking struc-
ture needs to be stronger so that it actually becomes the basis
on which the economy works.
R. Vaidyanathan
Thank you Mr Kumar for initiating the discussion. Mr Kumar
has identiﬁed the issue of capital adequately. He has also iden-
tiﬁed the huge gap that many banks face in terms of their
age proﬁle. Quite a number of people are going to retire
because in the 1980s in the public sector banks, there was a
slackening in the intake. This is a demographic problem in a
number of banks. They have a junior level and then there is
a huge gap. It is a huge challenge in public sector banks. Banks
could leverage IT and overcome the circumstances.
The relation between the government and banks is an age-
old issue in India. The government pressure on banks to meet
the public obligations and priority sector is phenomenal. All
the banks face this.
We will now have perspectives from the non-banking sector
which occupies a very large space in the Indian context. I
request Mr Sundararajan to highlight some of the issues in that
space.
G. S. Sundararajan: Challenges faced by non-
banking ﬁnance companies (NBFCs) in India
I am going to focus largely on the Micro, Small, and Medium
Enterprises (MSMEs) space, the role that non-banking ﬁnance
companies (NBFCs) play and how they are or are not facili-
tated within the regulatory framework; also, what needs to
be done in the new ﬁnancial architecture to ensure that the
NBFCs are supported to give credit to MSMEs in a big way,
which alone will ensure that we have a sustained GDP growth
of 8% or above.
Medium enterprises have a reasonable amount of credit
which comes in from the banking sector. Micro and small en-
terprises are largely unorganised, but they do not like to be
called so; they call themselves self-organised. Many of them
are not registered. They receive credit from local coopera-
tives which are often private co-operatives. Some NBFCs have
taken the risk over the years to lend to micro and small en-
terprises, and see that they grow, which has had a multi-
plier effect in terms of positively developing the community
around them. In terms of ﬁnancing, every bank says it lends
to MSMEs. One would think that MSMEs are the most
“overbanked” sector, but they are actually the most under-
served. The MSMEs rarely get the credit they need for their
growth from banks. So MSMEs are largely served by the NBFCs.
Financial inclusion is a term that has been heard for the
last few years, but much more today than before. It is some-
thing that some NBFCs have been doing very signiﬁcantly and
they have been niche players in transport ﬁnance, equip-
ment ﬁnance, small business ﬁnance and so on.
The primary challenge faced by the regulators with regard
to NBFCs is that that today, of the 12,000 or so NBFCs which
are registered with the RBI, only about 20–25 of them account
for about 70% of the lending in the marketplace. Many of the
other players are either inactive or do small business in their
local area. The regulator has a lot more focus when it comes
to regulating banks (public deposits are a big concern for regu-
lators and they have to protect the depositors), and NBFCs
have been regulated with a very light touch for the ﬁrst 15–
20 years. However, over the last 7–8 years, the regulator has
looked at NBFCs with more focussed attention.
The thought process now seems that as in the global en-
vironment, NBFCs and banks should have a level playing ﬁeld.
Therefore, NBFCs should be regulated just as banks. Some
regulations have come about over the last few years, espe-
cially in the last one and half years which I believe are going
to have an adverse impact on how NBFCs lend to micro and
small enterprises. Perhaps this is why in the last budget an-
nouncement, there was a separate committee set up to
examine the ﬁnancial architecture of the MSME sector under
K V Kamath.2
The issue here is that if NFBCs are regulated the way banks
are, be it in terms of capital adequacy norms or provision-
ing norms or anything that affects the advances made by
NBFCs, then NBFCs will also target the same customers as
banks. Today if there is any ﬁnancial inclusion happening
(when I say ﬁnancial inclusion I am not focussing on savings
bank accounts or insurance, I am focussing primarily on the
amount of credit available from the organised institutions to
the sector which is deprived of credit) it is through the NBFCs.
There is a lot of mutual exclusivity between the target markets
serviced by banks and by NBFCs. Further, there is a signiﬁ-
cantly higher level of risk which is being taken by the NBFCs
because they have light touch regulations and they are allowed
to take this risk. On the other hand, banks depend a lot on
public deposits for their funding, so the RBI regulates banks
2 This committee has submitted its report in February 2015.
http://msme.gov.in/WriteReadData/DocumentFile/2015_02_MSME
_Committee_report_Feb_2015.pdf.
India emerging: New ﬁnancial architecture 173
more closely. Today, banking is a low risk-low reward busi-
ness. While there may be no bank which has more than 12%
return on equity (ROE), banks have a premium in terms of their
valuations, they have a lot of investor interest and the over-
hang of RBI control and regulations is seen as a safe bet in
the ﬁnancial services space.
In the case of NBFCs, because of the light regulations and
some errant players who havemisbehaved in themarket place,
the RBI has decided to regulate all the NBFCs in the format of
the “lowest common denominator”. They have decided to regu-
late the entire NBFC sector in the light of the few failures and
with a view to preventing further failures, which has made life
muchmore difﬁcult for these 20–25 NBFCswho are the only ones
catering to micro and small enterprises. According to the com-
mittees advising the ﬁnance ministry, unless we have a sepa-
rate architecture created for small business ﬁnancing, ﬁnancial
inclusion will continue to remain a dream; and even the few
ﬁnance companies which are doing good business will cease to
exist. Even if banks start understanding these customer seg-
ments, and try to serve them in an effective way, it will take
another 15–20 years for them to be effective. Till then, we need
NBFCs to ﬂourish continuously and grow. There is a lot of ap-
preciation for the role played by NBFCs from the ﬁnance min-
istry. We are conﬁdent that there will be signiﬁcant changes
and some amount of facilitation will happen which will enable
NBFCs to continue the process of growing and givingmore credit
to the micro industries.
To give you a brief background on the character of MSMEs,
though they are clubbed in one department and under one
acronym, there is a lot of difference in terms of their char-
acteristics. Medium enterprises typically have beyond INR 20–
25 crores of turnover. They typically need multiple bank
products and they have grown in different sectors of the Indian
economy. Their risk is perceived to be relatively lower than
the micro and small industries. They are registered compa-
nies, some of them are even limited companies. Therefore
there is a lot of transparency and their ﬁnancial documents
are available because of which banks have a certain comfort
level with them. None of this exists with most of the micro
and small enterprises. At the same time, most micro and small
enterprises at the lower end do not need any product other
than term loans; they have enough collateral available which
they are willing to give against loans. Today, when they take
loans from NBFCs or local money lenders, their interest rates
are much higher. The interest rates are more because there
are very few players in this segment and the supply is much
lower than the demand. Also there is a perceived high risk
on the part of RBI and other players who are in this space.
Therefore, there is a higher return which is seen and made
available to NBFCs.
The objective of the new architecture for small business
ﬁnance is to ensure that more and more players come into
the open. If more entrepreneurs come into the MSME space
the ultimate pricing for these customers will come down, and
there will be more inclination to borrow from NBFCs, and
therefore there is huge growth opportunity and potential which
will be realised as we go along. It is extremely critical and
imperative for NBFCs to grow and we hope the new archi-
tecture will facilitate this. In the last few years we have seen
a lot of regulations coming in, but this has not stopped the
NBFC sector from growing. NBFCs have been ﬁghting for sur-
vival all along and they know the art of surviving in the most
adverse conditions. The new ﬁnancial architecture is criti-
cal to enable NBFCs to play an even more signiﬁcant role in
ﬁnancial inclusion in the country.
R. Vaidyanathan
Thank you Mr Sundararajan for an excellent exposition on the
issues faced by NBFCs. Though little recognised, NBFCs play
a very large role in our economy. This segment includes money
lenders and the bigger companies. Of the 58 million small en-
terprises in the country, most of them are non-corporate. But
in a district survey, I found that most of management re-
search is only concerned with corporates. In terms of value
addition, the non-corporates constitute around 50% of the GDP,
while corporates constitute only 12–13%, but we are all en-
thusiastic about corporates. NBFCs perform a phenom-
enally good role in terms of reaching the last man. The usual
complaint is that they charge a very high rate of interest but
funds are otherwise not available to the average person. It
is not so much a rate of interest issue but a question of avail-
ability and with the least amount of paper work. Much of these
transactions are based on relationship and trust.
There is a general opinion that gold is most unproduc-
tive. We do not realise that gold is the single largest collat-
eral in the country today for small businesses. I have a ﬂower
vendor near my house. There are times when she wears
bangles and times when she does not. When she does not have
bangles, the business is down. She would have mortgaged
the bangles for working capital. When the business is doing
well, the bangles come back. So, gold is not an idle asset. It
is one of the largest collateralised items in this country, and
that is why gold will occupy an important place. We hope the
new ﬁnancial architecture will factor that in.
We now have Mr Rahman from UTI. He will talk about
mutual fund investments and their issues.
Imtaiyazur Rahman: Mutual funds— Issues and
developments
We will take a few minutes to look at the global perspec-
tive of mutual funds and then deal with the Indian mutual
fund. So far as global asset managers are concerned, it is a
very rich sector. Global asset managers manage the total
assets (TA); they manage the traditional mutual funds and
also manage the alternative assets, globally.
According to a study, global assets under management
(AUM) was $67 trillion (TD) last year. In 2020, it will reach
100 TD. What are the segments that are going to contribute
to it? The traditional mutual fund in 2012 was around 65 TD.
In 2020 it will go up by 40 TD. The mandated asset in 2012
was 31 TD and that will go up to 47 TD in 2020. Alterna-
tively, private equity was 7 TD; in 2020, it will be 13 TD. There
are four broad factors which will drive AUM. In most of the
Western countries, there is an ageing population. So they will
save more towards retirement beneﬁts. There will be serious
shift in the culture of investment in the emerging coun-
tries. The culture of saving will move towards investment.
High net worth individuals (HNI) will accumulate more wealth
by way of ESOPs, creating more organisations, and new en-
trepreneurs. Financial literacy is going up in a big way and
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all these factors will lead to 100 TD assets. These assets will
help the industry and economy to grow, and to meet growing
capital requirements.
It is important for us to see the Indian mutual fund indus-
try in three different perspectives. In 1963–1964, the Gov-
ernment of India (GoI) started the Unit Trust of India (UTI),
which dominated the scene until 1987. In 1987, GoI decided
to open up this sector and it was available to public sector
undertakings. Many public sector banks like Canara Bank and
SBI started their own mutual funds. Before 1987, UTI had Rs
4700 crores of AUM. When the sector opened up in 1987, the
AUM rose to Rs 47,000 crore. In 1993, when this sector opened
completely to the entire public sector, AUM has grown from
47,000 crore to over Rs 10 lakh crores. But, here we have to
introspect. What is the contribution of MF? The allocation of
household savings to MF is 3%. Mutual fund in India contrib-
utes only 7% of the GDP while global MF contributes 36% of
the GDP.
Where does the money go? Bank deposits account for 56%
and this trend continues. The allocation to MF is far less. We
need to introspect on this growth. Compare 2009 and 2014.
In 2009, the investment of corporate holdings in MF was 51%,
HNI had 22%, and retail had 21%. This has shifted. In 2014
corporates hold 50% in MF, HNI has gone up from 22 to 27%
and retail continues to be at 21%.
There are three important matrices we need to look at.
First of all, the investor-mix. There is a lot of concentration
as far as the corporate sector is concerned. Other statistics
show that there is a large concentration as far as cities are
concerned. The top ﬁve cities of the country contribute 74%
of the ADR and Bangalore is one of them. Next top 10 cities
contribute 14%, 88% contribution comes from top 15 cities.
Only 12% of the money comes from beyond the top 15 cities.
So, we are seeing high concentration in cities as well as the
corporate sector. Coming to the third matrix, income funds
constitute 56% of the ADR, liquid funds 13%, and equity funds
21% of ADR. This is the latest trend.
By 2020–2025, MF will have 10% share in household savings.
If this is the goal, what are the things we need to do? Basi-
cally, there are four drivers in this industry; one is Product
and the other is Customer. There are two types of custom-
ers: distributor as a customer and the industry as a cus-
tomer. The other drivers are Operations and Regulations. If
we need to achieve our investment goal, there needs to be
a serious shift in the minds of the people from savings to
investment.
As asset managers of MF, we need to play the right role,
i.e., we need to come out with the right product. If we look
at today’s market, it is really crowded. All of us come out
with the same product. Equity funds—large cap—there are 40
large caps in the market. And there is no great differentia-
tion. So we need to launch a product that is relevant, we need
to price it well and position it well. Coming to the investor
mix, there is high concentration geographically as well as in
terms of the participants. We need to diversify quickly.
In the last 7–8 years, there has been a huge amount of in-
vestment by the MF industry, including the regulators, in in-
vestor education. But it is very fragmented. So we as an
industry need to work very hard and ensure that new inves-
tors are inducted. The number of folios for investors is only
4 crores. It has not grown. We can see some growth in equity
fund only in this ﬁnancial year. But again if you look at the
ﬂow, it is worrisome; Rs 95,000 crore has come in the last 8
months and Rs 55,000 has gone. This is a trend.
The MF industry needs to change its landscape and from
mid-MF player, it should become the asset manager. While
managing assets, the MF industry players also need to manage
the pension fund, insurance and the money in alternative
spheres. Only then can we achieve the goal of 10% MF share
in household savings.
The next important piece is distribution. The MF indus-
try is heavily dependent upon distribution. We have ﬁve dif-
ferent channel partners. Banks have the largest dominance
in the top tier cities; independent ﬁnancial advisors (IFAs) are
found across the country; we have national distributors and
regional distributors. Apart from the three parties—investors,
distributors, and asset managers, there is also the regula-
tor. And in the distribution space their interests are not
aligned. The regulator is saying you cannot pay so much of
commission. The worry for the small MF player is that the large
players have deep pockets and will pay more commission and
will take away the entire space. The large player says X has
large number of equity elements, we have smaller number
of equity elements, so we must buy.
Periodically, there used to be a huge problem in this space.
UTI had over 150,000 IFA distributors. Then, there came a
regulation that they had to be American National Standards
Institute (ANSI)-certiﬁed. The number got reduced substan-
tively. Now, there are 60,000 IFAs, and out of them only 5000
are active. This is worrisome. What we need to do is make
sure a new generation of IFAs comes in and they are paid well.
The last important piece in the MF industry is the regula-
tor involvement. This industry is highly regulated. We are re-
quired to produce several documents. But there is some
welcome development from the regulator side aswell. The regu-
lator came out with the provision that the paid up net worth
of asset management needs to be Rs 50 crore. The regulator
wanted to send out a message that only serious players will be
encouraged here. They increased the capital adequacy require-
ments from Rs 10 crore to Rs 20 crores. They wanted the asset
managers to put their skin into the system and therefore we
at UTI are required to invest in all open-ended schemes equiva-
lent to 1% of AUM or Rs 50 lakhs, whichever is less. This is really
welcome. But many of the incentives are non-tax. If this in-
dustry has to grow, we need to get a lot of tax beneﬁts from
the Government of India. There has to be necessary provision
in the law that MF should be given this beneﬁt.
In conclusion, I would say MF needs to be permitted to
become the asset manager for insurance and pension funds.
Mutual fund needs to have a large distribution base and the
number of regulations needs to be reduced. In this entire
space, digital strategy is crucial, and is going to be a big game
changer. The better the digital strategy, the lower the cost,
and the better the efﬁciency. With more digitisation and IT
initiative, we will be able to serve the customer better.
R. Vaidyanathan
Thank you Mr Rahman for highlighting the achievements as
well as the travails of the MF industry—10% of the ﬁnancial
savings going into the MF industry will be a very positive de-
velopment. As of now, the bank is the most preferred des-
tination for household savings not only in India but all over
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Asia because the capital market is not much trusted by the
household saver. We also hope that the regulatory frame-
work would be much more favourable. Perhaps the develop-
mental role of the regulator should be stressed. The perception
of the regulatory authority or regulation should change.
I would now like Mr Sriram to consolidate the whole issue
based upon his experience, including the risk management
perspective.
Sriram Ramnarayan: The risk management
perspective
Going by the presentations of the earlier speakers, everyone
is talking in terms of growth in the banking sector. None of us
is complaining about regulations, as such. All the presenta-
tions spoke about how inevitable growth is and how canwe ease
the bottlenecks and enable mechanisms to grow faster.
To give an example from the treasury space, ten years ago
I was in risk management. At that time, you used to be very
happy in the banking and ﬁnancial sector, if you had a trea-
sury recapture and position keeping system in your books,
mainly in forex which runs into billions and billions of dollars
on a day-to-day basis. If you could electronically capture the
deal, pass it onto mid ofﬁce and to the back ofﬁce electroni-
cally, untouched by human hand, you were stated to have
implemented a risk management framework for your
organisation. People would put it in their balance sheets, if
you can recall, that they were proud to implement so and so
risk management systems in the organisation. This was what
risk management constituted 10 years ago.
Today, risk management has taken a completely differ-
ent hue for the simple reason that most of the trading is done
at such a fast pace, and it is governed by things completely
beyond your control. If you are aware of the things that are
behind that change and the change in trading mechanism, you
must be lucky. Therefore, one of the prudent ways to look
at the framework for risk management in order to facilitate
all the businesses that you want to grow is to try and put all
the processes for known risks together. Unknown risks, you
cannot combat. If someone says they have a comprehensive
risk management framework or a complete risk operational
system, that is a doubtful claim.
For example, if you look at the way equities are trading in
most parts or the algo trading or machine trading mechanism
that is happening now, 80–90% of the global trading is done by
machine. Those machines have a vast amount of historical data
built into them comprising simulation, analysis of last 15 years,
data of a particular country, climate, political inﬂuence, and
so on. People used to take a look at the news and past credit
and make their decision. Today, the machine does that in a
micro second or even a nano second. What do these machines
do? They simply take all the historical data, look at all news
on BBC or Reuters or Bloomberg that comes in electronic format,
read that news, and relate that news to similar events that took
place 5 or 10 years ago. They look at questions such as: How
has the market responded? What is the market sentiment, the
reaction with respect to such a response? What will be the re-
action once such news is out in the market? Which way will the
market move? The machines provide a positive or a negative
sentiment and then ask “Do you want to trade?” This is a ques-
tion pertaining to trade in millions of dollars—yes or no? The
order is executed in less than a micro second. Before we as
human beings can see that news on the machine, the order is
already executed between the two extremes.
You need to have good risk management processes in place
in order to address those individual applications and markets.
It is again a myth when people say they need to have a com-
prehensive risk management solution that takes care of ev-
erything and all the activities of a bank or a ﬁnancial
institution. Such a solution does not exist. If you look at the
treasury risk management system, it is so different from the
core banking system where the emphasis is on credit. Each
bank knows exactly what credit model is best for it. An ex-
ternal credit rating agency can only do so much. The real es-
timate of the credit risk is done by the person who takes the
decision. I have been saying this at various forums—the last
man who takes the risks when he gives a loan knows what the
probability is of the loan being returned. Similarly, in infra-
structure funding or the trading environment where the trader
hits the buy button on the screen and says buy 5 million, he
knows in his heart what exactly the impact of his actions could
be on the organisation, and collectively ﬁve such people know
what is the impact of such action is on the state of the
economy, which will contribute to systemic change. The herd
mentality of ﬁve people going in the same direction or going
wrong contributes to a systemic risk.
Having said that, what is the new risk management prin-
ciple? What are people now looking at? I spoke to a compli-
ance ofﬁcer of one of the big MNC banks recently who said
that one of his big worries was how he did risk manage-
ment. The organisation had all systems in place. The depart-
ment heads in the organisation had to tick mark on a form
that they had complied with all processes. But the compli-
ance ofﬁcer could not be sure because he was depending on
someone else’s tick mark. Therefore, people are now looking
at various processes by which you can capture all the risk,
the birth place of those risks and bring them all under one
operational framework so that they could be in a position to
see the risk. How much you act on that risk, how much you
cover is entirely up to you. For example, if you go to the
World-Check database3 the UN gives a list of about 1000 people
you should not trade with. If you go to a software company/
service provider, they will give you 1,500,000 names you
should not deal with. However, these are not blocked deals,
they are cautions provided by the service provider. The risk
culture is changing due to the very complex business envi-
ronment. The man on the ﬂoor—the man at the end of the
cycle where you disburse money in trade—that is where the
risk culture has to come from and has to go all the way up
to the board. This is the reason why in the New Companies
Act, the responsibility is placed on the CFO and at the same
time, you have the CRO and the internal auditor who is re-
sponsible and answerable to the board.
Having said that, who is most apprehensive about all these
regulations? The board of directors. Now, the board of di-
rectors is telling us—please equip us to be aware of what is
going on, as independent directors in the company. Is there
3 A database of Politically Exposed Persons (PEPs) and heightened
risk individuals and organisations which is used around the world to
help to identify and manage ﬁnancial, regulatory and reputational
risk.
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awareness among them? Are the independent directors capable
and do they have the time and wherewithal to read the reams
of paper they receive and come back with recommenda-
tions and decisions points? Physically it is not possible. So,
now the board is focussing on how to train the independent
directors to have a bigger perspective, of being able to see
what others cannot. That is what risk management is about.
Compliance is another big question in people’s minds.
Indian companies are investing all over the world. They are
subject to so many compliance laws that the investment and
returns expected by investors overseas and in India can be
wiped out by one penalty ﬁne. So, the dire need for people
is to see, in one place, the compliance laws that they are sup-
posed to adhere to. Even in India, different states have dif-
ferent labour laws, laws with respect to doing business, local
taxes, octroi, and so on. The entire framework of risk, gov-
ernance and compliance now has to take a uniﬁed shape and
form which is addressed by systems, and by people, most im-
portantly, by people with expertise. You cannot lose people
who understand the business. You need people who under-
stand and implement the processes and you need the risk
culture to be propagated across the organisation.
I would like to leave the audience with one thought. We
have several regulators—insurance regulators, ﬁnancial regu-
lators, forward market commissions, SEBI, RBI, and IRDA. Is
there a need to have a wrapper of a regulator? Do you need
a uniﬁed system in the country as a whole to ensure that the
ﬁnancial systemic exposure is better controlled? Do you need
linking between regulators? Do you need a uniﬁed regulator
who has overall view on at least certain basic principal pa-
rameters which then can then boil down to industry-level spe-
ciﬁcs? The question cannot be answered in a day but it is a
thought process for all of us.
R. Vaidyanathan
Thank you for bringing out this important issue of role of di-
rectors. The recent 2013 Companies Act is, in a sense, a dra-
conian act; several independent directors are quitting
directorships and companies are desperately in search of good
directors.
What the system has done in its enthusiasm is practically
make the independent director more responsible for the affairs
of the company than the executive director. They have made
conditions very stringent; in a few years, many companies,
particularly listed ones, will ﬁnd it very difﬁcult to get people.
We always have pendulum swings from one extreme to the
other. That seems to be the Indian perspective. At one time
the entire system was an outcry system, then it became 100%
software system. No via media. There should be a re-look at
it if you want capable people on the board who have to provide
some amount of advice. The second important point con-
cerns the time duration for decision making. The time per-
spective should be commonly understood across the board.
We will now open up the discussion to the audience.
Discussion
Q: My question is to Mr Sriram. You mentioned that 80% of
the global trading that occurs is electronic in nature. As part
of the research at IIMB, we found that the space in India is
limited to between 30% and 40%. How aggressive is that space
going to be in the coming years?
Sriram Ramnarayan: In India, it is a different scenario in
terms of the percentages. But we see that in India, it is growing
up slowly, thanks to our regulators and in some manner, the
machines. Themost important requirement, other than getting
the programme, the system or the risks and controls right,
is availability of technological infrastructure to such a degree
that you are able to rule out any glitches in order to execute
your trade once you are sure about your machine tradable
capability. I think electronic trading is coming and is un-
avoidable; but whether it is coming in a big way, and the speed
of the change, is something that one needs to see; it is dif-
ﬁcult to predict.
Imtaiyazur Rahman: To supplement what Sriram said, SEBI
has now allowed direct market access. So, now most of the
participants are going directly to the market instead of going
through the broker. I think this is the beginning but going from
50% to 80% will not take much time; going from 40% to 50%
may take some time. Once it crosses 50%, reaching 80% will
not take much time.
Q: I want ask you a question on the human resource policy
of public sector undertaking (PSU) banks. I recently con-
ducted a 3-day programme on ﬁnancial derivatives in the Staff
Training College of a major PSU bank. Half the participants
were in the age group of 58–60 years and they admitted that
there was little incentive for them to learn complicated sub-
jects at that stage. At another such programme, there was
a very bright young participant who was very good in trea-
sury risk management and absorbed everything we con-
veyed. But a year later he was transferred to a rural branch
of the bank and he had to sell agricultural loans to farmers
when he has absolutely no talent for it. Why do banks have
these kinds of policies?
Keshav Kumar: Coming to the age factor, as I said in my
presentation, post 1987–1988, the recruitment of ofﬁcers was
totally stopped in PSU banks. There were no new people
brought in through the bank recruitments for 10 years. Post
2005–2006, more recruitments are taking place and you will
see younger faces sitting in the banks. This is an ongoing
process.
I also mentioned in my presentation that structured and
varied banking is coming in where different sets of banks are
assigned different sets of practices. At present banks are doing
all kinds of activities at the same time. We are told by gov-
ernment that we have to give priority loans, and so on. There
is a major regulatory issue there. The regulations affect all
aspects such as recruitment, credit and risk taking. There is
a certain mindset that is part of the Indian ethos, especially
in earlier times, and I am conﬁdent that it is changing and
will change for the better.
Q: It is true that when some untoward incidents happen,
the regulator starts tightening the belt. However, in the larger
perspective of the protection of interests of the general public,
how would you take care of such things if these types of regu-
lations were not there? An example from the recent past of
companies that have garnered huge amounts of money is the
Sarada Group in West Bengal, and the Sahara Group. If you
don’t bring in regulations, how will you ensure control?
G. S. Sundararajan: Where you have people squandering
public money, there should be action taken. However, unless
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it is systemic, you cannot have regulatory changes. If it is spo-
radic, you have to address it the way sporadic issues are ad-
dressed. For example, Sarada was just a corporate collecting
deposits. They were not authorised to collect deposits. The
moment they got caught, they were labelled as a chit fund
company. They were not a chit fund company. If you are a
chit fund company, you have to be registered with the chit
fund registry.
Sporadic changes cannot have a regulatory undertone.
When you apply the rule of the lowest common denomina-
tor, it will not facilitate people who are doing well to con-
tinue to grow well and contribute to the economy. That is
something which needs a mindset change with the RBI and
other regulators.
Q: This is regarding the volume of automatic trading in India.
The SEBI regulations in the last few years aremainly about having
an empanelled auditor and other aspects.What is the next thing?
In Europe and in the US they are coming up with more regula-
tions. Are the brokers providing the right platform for the cus-
tomers? Do you see that coming in future in India?
Imtaiyazur Rahman: This is a real concern for me as a
mutual fund asset manager. Let me give you an example. A
few years ago UTI was trying to have a strategic alliance with
another company. I met a couple of their broker dealers.
Whenever they have to meet a client, they have all the records
with them. They record each and every discussion including
discussions of their clients’ expectations, their age groups,
their net worth, what they want to do and how much they
want to invest. There was a very open dialogue between in-
vestor and the broker-dealer. That is not there in our case.
The lack of ﬁnancial literacy is one of the primary reasons
for this.
Mr Sundararajan mentioned the chit fund. I come from the
state of Bihar, from a village. Whenever I go to the village
and speak about mutual fund, the only question I am asked
is about the returns. Chit fund offers them 16% returns. Mutual
fund cannot offer any assured returns; therefore ﬁnancial lit-
eracy is very important.
When IFAs, who would be selling the products of the top
few asset management companies (AMC), interact with the
people in the village, the only question the investor asks is
where he has to put his signature. There needs to be serious
shift about ﬁnancial literacy. People need to take control of
their own money. Unless that comes, it will be very difﬁ-
cult. No matter what regulations you put in place, we will
not be in a position to avoid this. So, here, it is not really a
bread and butter income for the IFA. They do it as a side
income. My sense is unless we all grow, all four of us—
bankers, insurance companies, NBFCs, IFAs—and educate the
people enmasse, we will not be able to see real light of day.
Sriram Ramnarayan: The other side of the picture is the
institutional trading. How much will you practice? How will
the regulation work? It is a question of give and take. I do not
think even locally in India, institutional players are eager and
keen to increase themselves 10-fold because they are aware
of the risks to themselves in the architecture that goes into
the delivery of such a mechanism. So, as Mr Rahman said,
there will be growth, but the pace of growth will be dic-
tated more by the market conditions and risk mitigation
mechanisms rather than the regulators themselves.
R. Vaidyanathan: Thank you all very much. We have had
interesting perspectives from different dimensions of the ﬁ-
nancial market. I would like, individually, to thank Sriram,
Rahman, Sundararajan and Kumar.
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